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FOR DEPUTY ASSISTANT SECRETARY KATZ 

E.O. 11652: GDS 
TAGS: ETRD, EAGR 

SUBJECT: COFFEE: OPTIONS FOR A COFFEE AGREEMENT 
REF: KATZ/O’DONNELL TELCON 

1. PER KATZ'S REQUEST, FOLLOWING ARE THE OPTIONS WE 
SEE FOR POSSIBLE ECONOMIC PROVISIONS IN A NEW INTER 
NATIONAL COFFEE AGREEMENT (ICA) AND OUR COMPARISONS AND 
COMMENTS. 

2. OPTION 1. BUFFER STOCK 

(A) SIZE: IN WORKING PAPER 29 (23 JANUARY), ON 
RESERVE STOCKS, THE ICO PRESENTED AN ANALYSIS OF THE 
AMOUNT OF RESERVE STOCKS REQUIRED TO GIVE ADEQUATE 
INSURANCE AGAINST SUPPLY FLUCTUATION AND PROTECTION 
AGAINST THE SPECULATIVE BUILD UP OF DEMAND WHICH HAS 
GENERALLY FOLLOWED A BRAZILIAN FROST. (IN THE 15 MONTHS 
AFTER THE 1972 FROST, EXPORTS EXCEEDED THE NORMAL VOLUME 
REQUIRED TO COVER DISAPPEARANCE BY 8 MILLION BAGS.) THE 
ICO STUDY REGARDED A GLOBAL RESERVE STOCK OF 20 MILLION 
BAGS AS ADEQUATE. HOWEVER, THE ICO STUDY ASSUMED THE 
WIDE PRODUCTION VARIATIONS IN BRAZIL IN THE PRECEDING 
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TRENDS IN THE FUTURE WOULD BE LESS VOLATILE THAN IN THE 
PAST. THIS ASSUMPTION WAS INVALIDATED BY THE RECENT 
BRAZILIAN FROST WHICH RESULTED IN A PRODUCTION DROP FROM 
27.5 MILLION BAGS IN 74/75 TO 10 MILLION FORECAST FOR 
76/77. MOREOVER. POLITICAL INSTABILITY IN ANGOLA, THE 
FOURTH LARGEST PRODUCER, AND ETHIOPIA CAST DOUBT ON 
THEIR RELIABILITY. WITH EXPORT GROWTH OF ONLY 1 PERCENT 
PER YEAR, FAS PROJECTS TOTAL ENDING STOCKS HELD IN 
PRODUCING COUNTRIES WILL DROP FROM 35.7 MILLION BAGS IN 
74/75 TO 8.5 MILLION BAGS IN 77/78 (IN EFFECT, AN EMPTY 
PIPELINE), LOWEST SINCE 1954/55. A DRAWDOWN OF THIS 
PROPORTION INDICATES THE DIMENSION OF PRODUCTION FLUC- 
TUATIONS. THUS, TO PROTECT THE CONSUMER, WE FEEL A 
BUFFER STOCK, TO BE EFFECTIVE, SHOULD BE AT LEAST 25 
MILLION BAGS. THIS WOULD REPRESENT LESS THAN HALF OF 
NORMAL EXPORTS AND WOULD BE ADEQUATE FOR TWO BAD YEARS 
SUCH AS WE NOW FACE. 

(B) OPERATION: WE ASSUME THE BUFFER STOCK WOULD 
OPERATE AS THE ONE IN THE TIN AGREEMENT AND AS WE PRO- 
POSED FOR COCOA. IN THE CASE OF COFFEE, THE APPROPRIATE 
RANGE, IF IT WOULD BE NEGOTIATED IN TODAY'S SITUATION, 
WOULD BE FROM 60 CENTS PER POUND (ICO INDICATOR) TO 90 
CENTS, WITH DEFENSE OF BOTH STARTING SEVERAL CENTS INSIDE 
THE BAND. 

(C) FINANCING: WE ASSUME THE PRUDENT MEANS TO 
FINANCE THE BUFFER STOCK WOULD BE (AS ICO EXECUTIVE 
DIRECTOR HAS SUGGESTED) TO COLLECT FUNDS FROM PRODUCING 
COUNTRIES WHILE PRICES ARE HIGH, FOR USE WHEN PRICES 
RETURN TO MORE NORMAL OR DEPRESSED LEVELS. NEARLY 

$2 BILLION WOULD BE REQUIRED TO PURCHASE 25 MILLION 
BAGS. AS IN OUR COCOA PROPOSAL, WE WOULD ENVISAGE AN 
EXPORT TAX. EACH ONE CENT PER POUND TAX WOULD YIELD 
$76.7 MILLION IN REVENUE ON ASSUMED ANNUAL EXPORTS OF 
58 MILLION BAGS. FIVE CENTS PER POUND WOULD YIELD 
$383.5 MILLION. AFTER THREE YEARS, ASSUMING EXPORT 
GROWTH OF ONE PERCENT, THE FUND WOULD HAVE AVAILABLE 
$L.L43 BILLION, OR ENOUGH TO PURCHASE 14.4 MILLION BAGS 
AT 60 CENTS PER POUND. THIS COULD BE LEVERAGED BY 
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PROBABLY THE MINIMUM PRACTICAL FIGURE. 
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(A) THERE WOULD BE NO EXPORT QUOTAS OR ELABORATE 
CONTROLS UNTIL PRICES DROP TO A LEVEL 20 PERCENT BELOW 
THE AVERAGE PRICE REGISTERED IN THE FIRST THREE OF THE 
PREVIOUS SIX MONTHS. GIVEN THE TIGHT SUPPLY OUTLOOK FOR 
THE NEXT TWO YEARS, THIS SHOULD NOT HAPPEN BEFORE 78/79 
AT THE SOONEST. DEPENDING BASICALLY ON THE COMEBACK OF 
BRAZIL'S CROP. A NUMBER OF TABLES REPRESENTING HYPO- 
THETICAL PRICE EVOLUTION SITUATIONS ARE AVAILABLE IN 
TRP. THIS FLEXIBLE FORMULA PROVIDES DIFFERENT RESULTS 
WITH VARIED PRICE EVOLUTIONS. FOR EXAMPLE, IF THE 
AVERAGE PRICE FOR THE FIRST THREE MONTHS IS 90 CENTS, 

AND THE PRICE DROPS SUDDENLY TO 72 CENTS, QUOTAS WOULD 
BE IMPOSED. HOWEVER, IF THE PRICE STARTS AT 90 CENTS 
AND HAS A GRADUAL DECLINE OF TWO CENTS PER MONTH FOR 

25 MONTHS, QUOTAS WOULD BE IMPOSED WHEN PRICES AVERAGED 
40 CENTS. THE RECIPROCAL OF THIS FORMULA FOR QUOTA 
SUSPENSION ALSO APPEARS TO ACT QUICKLY IN CASES OF 
EXTREME FLUCTUATION BUT SLOWLY AROUND LONGER TERM PRICE 
TRENDS. HOWEVER, WE MUST REALISTICALLY EXPECT THAT EVEN 
WITH A GRADUAL PRICE DECLINE, WE WOULD BE UNDER STRONG 
PRESSURE FOR INTRODUCTION OF EXPORT CONTROLS AT AROUND 
THE 60 CENTS LEVEL. 

(B) THE FORMULA FOR BASING THE VARIABLE PORTION 
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LARGER PRODUCERS HAD AN INCENTIVE TO HOLD STOCKS AND 
BREAK BRAZIL'S TRADITIONAL MONOPOLY ON STOCKS. IN THE 
PAST, IT HAS BEEN THIS STOCK MONOPOLY WHICH HAS GIVEN 
BRAZIL THE ABILITY TO MAKE THE MARKET BOTH BY WITH- 
HOLDING STOCKS IN TIMES OF TIGHT SUPPLY AND DUMPING 
STOCKS IN TIMES OF SURPLUS. IN TABLE I, WE GIVE OUR 
ESTIMATE OF STOCK ACCUMULATION WITH THE QUOTA SYSTEM 
STARTING IN 78/79. THIS DOES NOT TAKE THE VARIABLE 
QUOTA INTO ACCOUNT. 

(C) TABLET STOCK LEVELS WITH QUOTA SYSTEM 

76/77 77/78 78/79 79/80 80/81 

PRODUCTION 61.4 69.2 82.4 84.0 85.7 

EXPORTS 57.1 57.6 58.2 58.2 58.2 

STOCKS 17.2 8.5 11.8 16.0 21.0 

DOMESTIC 

CONSUMPTION 19.7 20.2 20.8 21.6 22.5 

4. OPTION 3. OTHER 

(A) IT MIGHT BE POSSIBLE TO COME UP WITH OTHER 
OPTIONS ALONG THE LINES OF THE INTERNATIONAL GRAINS 
RESERVE PROPOSAL. HOWEVER, THIS WOULD INVOLVE THE 
COMMITMENT OF THE U.S., AS THE CONSUMER OF COFFEE, TO 
HOLD ROUGHLY 17 PERCENT OF ALL COFFEE RESERVES IF 
BASED ON PARTICIPATION IN TRADE. BRAZIL S SHARE WOULD 
BE SOMEWHERE BETWEEN 13 AND 15 PERCENT OF RESERVES. 

IF A GNP CRITERIA WERE INCLUDED, THE U.S. SHARE OF 
RESERVES WOULD INCREASE. 

5. COMMENT: (A) COMPARING THE VARIOUS OPTIONS, WE 
SEE THE VARIABLE QUOTA FORMULA AS THE MOST FLEXIBLE 
AND CHEAPEST TO CONSUMERS. IT RESULTS IN STOCK LEVELS 
ROUGHLY EQUIVALENT TO THE BUFFER STOCK OPTION. BECAUSE 
PRICE LEVELS ARE GENERALLY MORE DIFFICULT TO PREDICT 
THAN PRODUCTION, THE QUOTA SYSTEM GIVES MORE CONTROL 
OVER STOCKS. THE BUFFER STOCK CAPACITY LEVELS DO NOT 
INDICATE WHAT THE ACTUAL AMOUNT OF RESERVES HELD AT 
ANY GIVEN TIME WOULD BE, ONLY THE UPPER LIMIT. 
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